Chapter 7

The growth of an international
monetary system
The gold standard before 1913

Whereas trade within a country is made easy _by the existence of a si?églz
cutrency comunon to all its regiqn,s, ;ntern'atl‘ona! tralt];sacnor1sf1:;:(;‘/:1 e
monetary system capable of handln?g trad§ involving the use to 3 v b}é
of national currencies. Of course, this 'rnultlcurrency barrier to ojz-ties n be
overcome by conducting the inte;nat}onal t'exchangfe of com;n- -1mati0nai
barter basis, and in ancient and medieval times §h1s type O mltle ations
transaction often occurred. But bartering obv101_lsly pl:_;tces seiven? 1rmf0rei ; :
on the growth of trade at any level, and so dl_lrmg qu ear 3;) t;m:; for O‘ie
exchange markets, in which different currencies co.uld e ;xc a f < for one
another, made their appearance thus ple‘lcmg foreign tra g on . ﬁnanag
basis. Precious metals, notably gold and silver, a‘.l.so came to be use _tol nane .
international trade, although their use had certain drawbacks, part(:jlc:h: r)iisks
the high cost of transporting metals from country to coufn;ry an, he risks.
involved in such transfers. For this reason t-he expansion of 011:]61gn. de 2 of_
. commetce came to depend very much on improvements in t z Opef;] ; n o
foreign exchange markets and on the perfecting of devices to re uce the riske
attached to fluctuations in the rate of exchange of one currency- in _
r- - - -
an(gﬁi'}ih the growth of foreign commerce, financial mnovgtg)ns l:ver;; 3;1;1;:?1
appear. The bill of exchange was 1_ntroduced early, and by |t3 lieShEd cenc.
century a simple mulrilateral cleanr'lg systgrn had bt?eﬁ e;ta b ‘f(;rwérd'
later, during the seventeenth and eighteenth centurics, the e forwarc
exchange matkets were deveiofped 1:0 mrercomce1 tcfilzgux:r;zgjlixs )irnherem iy
movements in the ‘spot’ rate-of exchange, so reau
' ﬂuctuaiting exchange rates. By this.time' Amsterdamlhf}dlibeco;ng tlﬁznxggzt
important foreign exchange market in t_h&_e world, closely fo 'OWE y hteem};
which was fast assuming a major rol(.a in world finance in ¢ ? eig i
century. At the beginning of the nineteenth century, therefore, g

: . . . . e finan-
exchange markets were quite sophisticated in their operations and the fi

cing of foreign trade and other international dealings l:lad become qui'c(ei conz
plex: Throughout its history, the international financial system had a apte%
itself to meet the needs of an expanding foreign commerce and the process o
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adaptation continued during the nineteenth century, when a new inter-
national monerary system—the gold standard—evolved in response to the

demands of 2 growing foreign trade and an expanding international flow of
capital.

BIMETALLIC AND MONOMETALLIC STANDARDS

At the beginning of vur period, only Britain was on a gold standard for both
domestic and international dealings. Most other major trading nations at this
time were operating either a bimetallic standard, for example, France and the
United States, or a silver standard, as were most other European countries.
For a country to be wholly committed to a full gold standard five basic
requirements had to be met. First, the unit of account had to be tied to a
certain weight of gold; second, gold coins had to circulate domestically and .
any bank notes in circulation had to be convertible into gold on demand;
third, other coins in use had to be subordinate to gold; fourth, no legal
restrictions were to be imposed on the melting down of gold coin into bul-
lion; and finally, there had to be no impediment to the export of gold coin

~and bullion. Bimetallism, on the other hand, involved the employment ‘of

both silver and gold coins as standard money or legal tender under conditions
similar to those just outlined for gold. Compared with the gold standard,
however, a bimetallic standard had one major drawback: it worked smoothly
only as long as the ratio between the values at which the two metals could be
freely minted into coins approximarted to their values in international bullion
markets. If divergence of these values did occur, then the metal with the
higher international market value would tend (o be sent abroad and be
replaced by the other, leaving the country with a monometallic rather than a
bimetallic standard.’ Hence, the instability of the system, and the periodic,
but not always successful, efforts to achieve interpatiopal agreement to fix the
ratio of the price of gold and silver. Despite its drawbacks, however, the fear
that one metal alone would fail to satisfy the world demand for money and so
produce general deflation led to the widespread adoprion of the bimetallic
standard in the nineteenth century. In fact, for most of the time Britain alone
adhered 1o the gold standard. It was not until the 18705 that other major

trading countries began to move gradually in the same direction as that taken
by Britain at the end of the Napoleonic Wars.

BRITAIN ADOPTS THE GOLD STANDARD

By the late eighteenth century Britain had moved to a e Jacto gold standard,

after a long period during which silver had continuously disappeared from
domestic circulation. The predominance of gold over silver had begun as early
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ca was given a value of 21s. Silver was so-
‘thereafter that it soon came tO pefform the
coins remaining in circulation

as 1717, when the gold guin
undervalued in terms of gold

function of a subsidiary coinage, the silver los semal g e from
having become so worn that it was unprofitable to 1

ulation and melt them down for export. Silver’ls imlportaclinie;:tz ;nsfn:itliz

' i i hen the legal tende t

i s reduced still further in 1774, w. ._

?(?ilrtls“;:as restricted to payments up to £23. The supremacy of gold asa um.t

: in Britain was assured from that yeat. - R

of a;lizu;fa:;ment towards the adoption of a gold standard in Bntatm WS

halted during the war years, when, as a wartime measure, casb pairf.xen S We:e

e ded in 1797 and the Bank of England freed from its obligation 0

otrere ifs n0 1d. Immediately after the end of the war, h_o_wever, the

e ghteenth century was made d jure kiy thi

passing of a number of Acts of Parliament. The Coinage 1zlictﬁ oi:; 108f1‘;5heilc t?‘::as

inti rereig 1d piece, the firs
ting of a Gold Sovereign, a 20s go : @
if;);utekg ir:lile f%llowing year. The gold content of ;he sovereign Zvceltst k?;fg1= ._
i i i which had been maintain h

with the mint price of gold, whic ect : :

ﬁ.ciof}c}: ]:;hteenth century at £3 17s 10%d an ounce. Sl_lver coins ;Verel }Zgnaé]z
:;lbordinated to gold and were further restricted by being made lega

ibili kk notes w
j ' In 1819 the convertibility of ban
for paymenes o b ot o ¢ committed the Bank of England €

ored. when an Act of Pagliamen _ _ end
i:ﬁeé éa,:; paymoents in gold bullion and, after 1823, in gold coin. This Act

ibiti ing down of coin into bullion, and
aled the law prohibiting the me%tmg : .
iﬁ: ti:%z in bullion was declared free. With the resumption of cash payments

in 1821, Britain was legally on the full gold standard.

circ

convert its notes into go _ .
de facto gold standard of the late el

| INTERNATIONAL MONETARY STANDARDS
UP TO 1870

The task of maintaining stability within the brmetal_lllc sysfteiriné (:hfgf;ize};?h'
cising control over the world prices of gold and silver, tehe Trance
serformance of this function imposed few prob.le_ms in . 3;1 ? Dewes
li815 and 1850, when demand ancil supflly i;covx;d1t1(f)-;1cjs Irfo;rcol;:lattil;n e
i me withdrawal of silver 1 : , ol
fair{dy zz?gie.slzgffyifcls;fd and its value appreciated relative a11:0 ttclircw 0
Sii?rell but France possessed relatively large reserves of both merals an

easily able to absorb silver at the expense of gold without actually moving to

i i dat;
silver standard. The United States was also Jegally on a bimetallic stan

for most of the nineteenth century. Until the 1?;)05, il(geev:;n:fc :I?u;iﬁ
i ; to i )

' ted on a silver standard, because at 1 th b

izatii)yo()fpgii‘rer to gold undervalued gold and led to its disappearance from

[ ! . . - . .,
- . 2111 r? L
circuation BU.[ a defd(iﬂ SIIVCI Sta[}dald was lnC().Ilve-ll ent i(ﬂ a.count -.Wh.lci

traded primarily with another, Britain,
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probably for this reason that the Coinage Acts of 1834 and 1837 reduced the
gold content of the dollar and established a new mint ratio of 16 to 1. Since
this ratio was above the free market ratio, which generally settled around the
French mint ratio of 15% to 1, the previous trend towards a silver standard
was replaced by a movement to a e facto gold standard similar ro. that found
in Britain during the eighteenth century. :

The pressures on the bimetallic standard mounted after 1850, when the
discovery of substantial gold deposits in California and Australia produced
dramatic changes in currency dealings and metal markets. The relative price
of gold fell and the French mint ratio of 15% to 1 proved to be inappropriate
to the new world market situation for it overvalued gold. As silver apprecia-
ted relative to gold, France absorbed large quantities of gold and the French
franc became a gold unit as Gresham’s Law became operable. In an effort to
stabilize the situation and promote an international bimetallic systemn, France
summoned 2 meeting of the franc-using nations in 1865, As a result of this
meeting, France, Belgium, Switzetland and Traly (often referred to as the
Latin Monetary Union) agreed to regulate their currencies jointdy. The
agreement, however, did little to alleviate the monetary pressures exerted on
the bimetallic countries. '

As for the other European countries, by 1870 they were cither on a silver

. standard—the Germanic States, Holland and Scandinavia—or, like Russia,

Austria-Hungary, Italy, Greece, and more recently France, had been forced by
wars and revolutions to issu¢ inconvertible paper money, which, with the
exception of the French issues, were depreciated paper.? Outside Europe,
the Orient- and Latin America were on silver, and the United States
had inconvertible and depreciated notes, issued during the Civil War, still
in circulation. By 1870, therefore, the gold standard was far from being
internationally adopted. Britain alone operated on a legal gold srandard,
Bimetallism existed legally in the United States and the Latin Monetary
Union, and Germany, Holland, Scandinavia, Latin America and the Orierit
adhered to the silver standard.

THE SPREAD OF THE GOLD STANDARD

During the 1870s the movement towards gold accelerated, and silver
declined rapidly in importance as an international standard. This sudden
change in the international monetary situation was brought about by two
developments, each of which drastically affected the relative prices of the two
main monetary metals. First, Germany transferred from a silver to a gold
standard. Tt did this for a number of reasons. To begin with, several east

European countries with-which Germany had important trading relations had

abandoned a silver standard for inconvertible paper so that Germany no
longer derived any advantage from adherence to the silver standard in its







